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Mr..G gore e. from the Committee on Finance, submitted the following 


REPORT 


{To accompany H. R. 3590] 


The Committee on Finance, to whom was referred the bill (H. R 
3590) relating to the income-tax treatment of gain realized on an in- 
voluntary conversion of property, having considered the same, report 


favorably thereon with amendments and recommend that the bill 


do pass. 
GENERAL STATEMENT 


Section 112 (f) of the Internal Revenue Code now provides for the 
nonrecognition of gain if property is compulsorily or involuntarily 
converted into property similar or related in service or use to the 
property converted, or into money which is reinvested in property 
sifmilar or related in service or use to the property converted. In 
effect, this section of the code postpones payment of tax upon gain 
from the converted property except to the extent that the proceeds 
from the converted property are not reinvested in property which is 
similar or related in service or use. Section 113 (a) (9) provides for 
the making of appropriate adjustments in the basis of the replacement 
property so as to reflect the nonrecognition of gain on the converted 
property. 

While section 112 (f) of the code now operates in the majority of 
cases to relieve taxpayers from the payment of a tax upon gain where 
property has been involuntarily converted, the requirements of this 
provision have operated to deny relief in some cases where your com- 
mittee believes that relief should be granted. No relief is accorded 
under existing law where, before receipt of the proceeds for the con- 
verted property, the taxpayer purchases replacerent property. 
Relief is denied in these anticipatory replacement cases since the bene- 
fits of section 112 (f) are limited to those cases in which the proceeds 
from the converted property can be directly traced into the sub- 
sequently acquired property. A problem also arises under the present 
law where the taxpayer uses a part of the proceeds from the converted 
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property to pay off indebtedness on the converted property. In 
such a case the taxpayer is denied the benefits of section 112 (f), that 
is, the taxpayer must pay a tax on any gain from the none prop- 
erty up to the amount of the proceeds which are used in liquidation of 
indebtedness on the converted property, even though he also fully 
replaces the converted property, since the amount used to pay off 
the indebtedness cannot be directly traced into the replacement 
property. 

The bill eliminates the requirement of existing law that the tax- 
payer, in order to have the benefits of section 112 (f), must trace the 
proceeds from the converted property into the replacement property. 

The bill retains the requirement of present law that the replacement 
property be similar or related in service or use to the property con- 
verted. Under existing law, and under the bill, the replacement prop- 
erty need not be an exact duplication of the converted property. 
For example, if the Government by condemnation acquires farm 
land used by the taxpaver for growing crops and the taxpayer for the 
purpose of replacing the converted property purchases other farm 
land to be used for raising livestock or for growing fruit, such replace- 
ment property meets the requirement of being similar or related in 
service or use to the property converted. 

Under existing law and under the bill, loss upon an involuntary 
conversion is recognized. 

The prompt enactment of the bill is desirable in view of the large 
number of acquisitions of property by the Federal Government in 
connection with the defense program. Delay is sometimes now 
encountered in the acquisition of land for defense purposes since 
taxpayers are reluctant, in view of the existing provisions of section 
112 (f), to acquire and move to replacement property prior to receipt 
of the proceeds from the converted property. The enactment of the 
bill will not only provide appropriate relief for taxpayers who promptly 
acquire replacement property before receipt of the proceeds from the 
converted property, but will also facilitate acquisition of the land 
needed in connection with defense projects. 


TECHNICAL EXPLANATION OF THE BILL 


Section 112 (f) of existing law provides, in general, that no gain 
will be recognized if property, as a result of its destruction, theft, 
seizure, requisition, condemnation cr threat or imminence thereof, 
is compulsorily or involuntarily converted into property similar or 
related in service or use to the property so converted, or into money 
which is forthwith expended in the acquisition of such property, or in 
the acquisition of control of a corporation owning such property, or 
in the establishment of a replacement fund. If any part of the money 
is not so expended, the gain is recognized to the extent of the money 
not so expended. 

The bill amends section 112 (f) by subdividing subsection (f) into 
three numbered paragraphs. Paragraph (1) deals with cases where 
the taxpayer receives for the converted property, in lieu of money, 
property which is similar or related in service or use to the converted 
property. The existing law on the nonrecognition of gain in the case 
of such exchanges is unchanged by the bill. 
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Paragraph (2) of section 112 (f) states the rules of existing law in 
cases where the taxpayer receives money for the converted property, 
but the bill limits the application of paragraph (2) to those cases 
where the disposition of the converted property occurred prior to 
January 1, 1951. “Disposition of the e. nverted property” is de- 
fined to mean the destruction, theft, seizure, requisition, or condem- 
nation of the converted property, or the sale or exchange of such 
property under the threat or imminence of requisition or condemna- 
tion. Paragraph (2) will apply where the disposition of the con- 
verted property occurred prior to January 1, 1951, even though the 
taxpayer receives the money, and hence the gain, after 1950. Thus, 
if property is destroyed by fire in 1950, and the taxpayer receives the 
insurance proceeds in 1951, the nonrecognition of any gain with re- 
spect to such proceeds will be governed by the provisions of para- 
graph (2) which retain the tracing rules of existing law. 

Paragraph (3) of section 112 (f) as amended by the bill provides 
new rules for the nonrecognition of gain where the disposition of the 
converted property occurs after Dece ember 31, 1950, and the taxpaver 
receives money or receives property not similar or related in service 
or use to the converted property. Under this eae there is no 
requirement that the proceeds from the converted property be traced 
into the replacement property. It is sufficient if the taxpayer, for 
the purpose of replacing the property so converted, purchases property 
similar or related in service or use to the property so converted or 
purchases stock in the acquisition of control of a corporation owning 
such property. 

Such a purchase, however, must be made within the period of time 
commencing with the date of the disposition of the converted property 
or the date of the beginning of the threat or imminence of condem- 
nation or requisition of the converted property, whichever is the 
earlier, and ending 1 year after the close of the first mea gh year in 
which any part of the gain upon the conversion is realized, or at the 
close of such later date as the Secretary may designate wie the 
application of the taxpayer. Such application shall be made at such 
time and in such manner as the Secretary may prescribe by regula- 
tions. Any extension of time shall be subject to such terms and 
conditions-as the Secretary may prescribe. Under this provision the 
Secretary may require that the taxpayer post a bond conditioned upon 
payment of the proper tax in case the replacement is never made or is 
made at a cost lower than the amount realized upon the conversion. 

While the new paragraph (3) permits anticipatory replacement, it 
is provided that no property or stock which was acquired prior to the 
disposition of the converted property shall be considered to have been 
acquired for the purpose of replacing the converted property unless 
such replacement property or stock is held by the taxpayer on the 
date of such disposition. Property or stock shall be considered - 
have been purchased only if, but for the provisions of section 113 (a) ( 
of the Internal Revenue Code, the unadjusted basis of such sees 
or stock would be its cost to the taxpayer within the meaning of 
section 113 (a). If the taxpayer’s unadjusted basis of the replacement 
property would be determined, in the absence of section 113 (a) (9), 
under any of the other numbered paragraphs of section 113 (a), 
the unadjusted basis of the property would not be its cost within the 
meaning of section 113 (a). For example, if property similar or related 
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in service or use to the converted property is acquired by gift, such 
property will not qualify as a replacement for the converted property. 

The bill also provides specifically that the benefits of section 112 
(f) (3) are elective. Such election is to be made at such time and in 
such manner as the Secretary may prescribe by regulations. Such 
regulations could provide, for example, that a failure to report the gain 
on the return for the taxable year in which the gain is realized shall 
constitute an election to take the benefits of section 112 (f) (3). 

If the taxpayer elects to take the benefits of section 112 (f) (3), the 
gain upon the conversion shall be recognized only to the extent ‘that 
the amount realized upon such conversion, regardless of whether such 
amount is realized in one or more taxable years, exceeds the cost of 
the replacement property or stock. 

Section 112 (f) (3) (C) eh aes when a taxpayer elects to 
take o benefits of section 112 (f) (3), any deficiency, for any taxable 
year in which any part of the gain ‘apon the conversion is realized, 
whic bi is attributable to such gain may be assessed at any time prior 
to the expiration of 3 years from the date the Secretary is notified 
by the taxpayer of the replacement of the converted property or 
of an intention not to replace, notwithstanding the provisions of 
section 272- (f) of the Internal Revenue Code or the provisions of 
any other law or rule of law which would otherwise prevent such 
assessment. Such notification is to be made in such manner as the 
Secretary may prescribe by regulations. 

Section 112 (f) (3) (D) provides that, when a taxpayer elects to 
take the benefits of section 112 (f) (3) and the replacement property 
or stock was purchased prior to the beginning of the last taxable 
vear in which any part of the gain upon such conversion is realized, 
any deficiency, for any taxable year ending before such last taxable 
vear, which is attributable to such election may be pasaat j it any 
time prior to the expiration of the period within which a deficiency 
for such last taxable year may be assessed, notwithstanding the pro- 
visions of section 272 (f) or 275 of the Internal Revenue Code or the 
provisions of any law or rule of law which would otherwise prevent 
such assessment. 

A technical amendment is made by the bill to section 276 of the 
Internal Revenue Code by adding a new subsection (e) thereto which 
provides that any deficiency described in section 112 (f) (8) (C) or 
(D) may be assessed prior to the expiration of the period of time 
specified in such section 112 (f) (3) (C) or (D), respectively. 

Section 113 (a) (9) of the Internal Revenue Code is amended by 
section 2 of the bill so as to provide that in the case of property pur- 
chased by the taxpayer which resulted, under the provisions of section 
112 (f) (3), in the nonrecognition of any part of the gain realized as 
the result of a compulsory or involunts ary conversion, the basis of 
such property shall be the cost of such property decreased in the 
amount of the gain not so recognized. For example, assume a tax- 
payer receives $8,000 from the involuntary conversion of his barn; 
the adjusted basis of the barn to him was $5,000, and he spent $7,000 
for a new barn which resulted in the nonrecognition of $2,000 of the 
$3,000 gain on the conversion. The unadjuste ‘d basis of the new barn 
to the taxpayer would be $5,000—the cost of the new barn, $7,000, 
less the amount of the gain not recognized on the conversion, $2.000. 
The unadjusted basis of the new barn would not be a “substituted 
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basis” in the hands of the taxpayer under section 113 (b) (2) (B) of 
the Internal Revenue Code. 

Section 3 of the bill provides for the effective date of the amend- 
ments made by the bill. Such amendments are applicable only with 
respect to taxable years ending after December 31, 1950, except that 
the provisions of section 112 (f) (3), and the amendment of section 
113 (a) (9), shall also be applicable to any taxable vear ending prior 
to January 1, 1951, in which any gain was realized upon the conver- 
sion of property and the disposition of such converted property 
occurred after December 31, 1950, or in which the basis of property 
is affected by an election made under the provisions of section 112 
(f) (3). 

The amendments made by the committee are purely technical, and 
were made necessary to conform to the revenue bill of 1951. 


CHANGES IN EXISTING LAW 


In compliance with subsection (4) of rule XXIX of the Standing 
Rules of the Senate, changes in existing law made by the bill, as 
reported, are shown as follows (existing law proposed LO be omitted 
is enclosed in black brackets, new matter is printed in italies, existing 
law in which no change is proposed is shown in roman): 


INTERNAL REVENUE Cop! 


SEC. 112. RECOGNITION OF GAIN OR LOSS. 


(a) 


((f) INvotuNTARY Converstons.—lIf property (as a result of its destructiot 
in whole or in part, theft or seizure, or an exercise of the power of requisition or 
condemnation, or the threat or imminence thereof) is compulsorily or involun- 
tarily converted into property similar or related in service or use to the property 
so converted, or into money which is forthwith in good faith, under regulations 
prescribed by the Commissioner with the approval of the Secretary, expended in 
the acquisition cf other property similar or related in service or use to the prop- 
erty so converted, or in the acquisition of control of a corporation owning such 
other property, or in the establishment of a replacement fund, no gain shall be 
recognized, but loss shall be recognized. If any part of the money is not so 
expended, the gain, if any, shall be recognized to the extent of the money which 
is not so expended (regardless of whether such money is reeeived in one or more 
taxable years and regardless of whether or not the money which is not so expended 
constitutes gain).) 

(f) INVOLUNTARY CONVERSION. if property as a result of tts destruction rn 
whole or in part, theft, seizure, or requisition or condemnation or threat or imminence 
thereof) is compulsorily or involuntarily converted 

(] CONVERSION INTO SIMILAR PROPERTY. Inte propert / Similar related 
in service or use to the property so converted, no gain shall be recognized. 

(2) CONVERSION INTO MONEY WHERE DISPOSITION OCCURRED PRIOR TO 1941. 
Into money, and the disposition of the converted property oceurred before Jan- 
uary 1, 1951, no gain shall be recognized if such money is forthwith in good 
faith, under regulations prescribed by the Secretary, expended in the acquisition 
of other property similar or related in service or use to the property so converted, 
or in the acquisition of control of a corporation owning such other property, or 
in the establishment of a replacement fund. If any part of the money is not so 
ex pe nded, the gain shall be recognize d to the extent of the money which is not so 
eL pe nded (regardless of whethe r such money i rece ived in one or more taxahl 
years and regardle ss of whether or not the money u hich is not so er pe nded con- 
stitutes gain). For the purposes of this paragraph and paragraph (3), the term 
“disposition of the converted property’? means the destruction, theft, seizure, 
requisition, or condemnation of the converted property, or the sale or exchange 
of such property under threat or imminence of requisition or condemnation. 
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3) CONVERSION INTO MONEY WHERE DISPOSITION OCCURRED AFTER 1950. 
Into money or into property not similar or related in service or use to the con- 
verted property, and the disposition of the converted property (as defined in para- 
graph (2) occurred after December 31, 1950, the gain (if any) shall be recognized 
except to the extent hereinafter provided in this paragraph: 

(A) Nonrecognition of Gain.—If the taxpayer during the period specified 
in subparagraph (B), for the purpose of replacing the property so con- 
verted, purchases other property similar or related in service or use to the 
property so converted, or purchases stock in the acquisition of control of a 
corporation owning such other property, at the election of the taxpayer the 
gain shall be recognized only to the extent that the amount realized upon 
such conversion (regardless of whether such amount is received in one or more 
taxable years) exceeds the cost of such other property or such stock. Such 
election shall be made at such time and in such manner as the Secretary 
may by regulations prescribe. For the purposes of this paragraph 

(t) no property or stock acquired before the disposition of the con- 
verted property shall be considered to have been acquired for the purpose 
of replacina such converted property unless held by the taxpayer on the 
date of such disposition; and 

(ii) the taxpayer shall be considered to have purchased property or 
stock only if, but for the provisions of section 113 (a) (9), the unad- 
justed basis of such property or stock would be its cost within the 
meaning of section 118 (a). 

(B) Period Within Which Property Must Be Replaced.—The period 
referred to in subparagraph (A) shall be the period beginning with the date of 
the*disposition of the converted property, or the earliest date of the threat or 
imminence of requisition or condemnation of the converted property, 
whichever ts the earlier, and ending 

(7) one year after the close of the first taxable year in which any part 
of the gain upon the conversion is realized, or 

(ii) subject to such terms and conditions as may be specified by the 
Secretary, at the close of such later date as the Secretary may designate 
upon application by the tarpayer. Such application shall be made at 
such time and in such manner as the Secretary may by regulations 
prescribe. 

(C) Time for Assessment of Deficiency Attributable to Gain Upon Con- 
version.—If a taxpayer has made the election provided in subparagraph (A), 
then (i) the statutory period for the assessment of any deficienc y, for any 
taxable year in which any part of the gain upon such conversion is realized, 
attributable to such gain shall not expire prior to the expiration of three 
years from the date the Secretary is notified by the taxpayer (in such manner 
as the Secretary may by regulations prescribe) of the re placement of the 
converted property or of an intention not to replace, and (it) such deficiency 
may be assessed prior to the expiration of such three-ye ar period notwith- 
standing the provisions of section 272 (f) or the provisions of any other law 
or rule of law which would otherwise prevent such assessment. 

(D) Time for Assessment of Other Deficiencies Attributable to Election.— 
If the election provided in subparagraph (A) is made by the taxpayer and 
such other property or such stock was purchased prior to the beginning 
of the last taxable year in which any part of the gain upon such conversion 
is realized, any deficiency, to the eatent resulting from such election, for 
any taxable year ending before such last taxable year may be assessed 
(notwithstanding the provisions of section 272 (f) or 275 or the provisions of 
any other law or rule of law which would otherwise prevent such assessment) 
at any time before the expiration of the period within which a deficiency 
for such last taxable year may be assessed. 

This subsection shall not apply, in the case of property used by the taxpayer as his 
principal residence, if the destruction, theft, seizure, requisition, or condemnation 
of residence, or the sale or erchange of such residence under threat or imminence 
thereof, occurred after December 31, 1950. 


* * * * * * * 
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SEC. 113. ADJUSTED BASIS FOR DETERMINING GAIN OR LOSS. 

(a) Basis (UNADJUSTED) OF ProperRty.—The basis of property shall be the 
cost of such property; except that 

( 1) * * *” 

* * * * * * * 

(9) INVOLUNTARY CONVERSION.—If the property was acquired, after Feb- 
ruary 28, 1913, as the result of a compulsory or involuntary conversion, de- 
scribed in [section 112 (f)] section 112 (f) (1) or (2), the basis shall be the 
same as in the case of the property so converted, decreased in the amount of 
any money received by the taxpayer which was not expended in accordance 
with the provisions of law (applicable to the year in which such conversion 
was made) determining the taxable status of the gain or loss upon such con- 
version, and increased in the amount of gain or decreased in the amount of 
loss to the taxpayer recognized upon such conversion under the law appli- 
cable to the year in which such conversion was made. /n the case of property 
purchased by the taxpayer which resulted, under the provisions of section 112 (f) 
(3), in the nonrecognition of any part of the gain realized as the result of a com- 
pulsory or involuntary conversion, the basis shall be the cost of such property 
decreased in the amount of the gain not so recognized; and if the property pur- 
chased consists of more than one piece of property, the basis determined under 
this sentence shall be allocated to the purchased properties in proportion to their 
respective costs, 

* * - * * * « 
SEC. 276. SAME—EXCEPTIONS. 

(a) FauseE Rerurn or No Rerurn.—In the case of a false or fraudulent return 
with intent to evade tax or of a failure to file a return the tax may be assessed, or 
a proceeding in court for the collection of such tax may be begun without assess- 
ment, at any time. 

(b) Warver.—Where before the expiration of the time prescribed in section 
275 for the assessment of the tax, both the Commissioner and the taxpayer have 
consented in writing to its assessment after such time, the tax may be assessed 
at any time prior to the expiration of the period agreed upon. The period so 
agreed upon may be extended by subsequent agreements in writing made before 
the expiration of the period previously agreed upon. 

(c) CoLLEcTIon AFTER AssESSMENT.— Where the assessment of any income 
tax imposed by this chapter has been mede within the period of limite.tion prop- 
erly applicable thereto, such tax may be collected by distraint or by 2 proceeding 
in court, but only if begun (1) within six years after the essessment of the tax, or 
(2) prior to the expiration of any period for collection egreed upon in writing by 
the Commissioner and the taxpayer before the expiration of such six-year period. 
The period so ecreed upon may be extended by subsequent acreements in writing 
mede before the expiration of the period previously agreed upon. 

(d) Net Operatine Loss Carry-Backs anp Unusep Excess Prorits Crepit 
Carry-Bacxs.—In the cease of a deficiency attributable to the epplicetion to the 
taxpever of 2 net operating loss carry-beck or an unused excess profits credit 
carry-back, including deficiencies which ms.y be assessed pursuant to the provi- 
sions of section 3780 (b) or (¢), such deficiency mey be essessed 

(1) in case @ return was required under subchepter E of chepter 2 for 
the taxable year of the net operating loss or unused excess profits credit 
resulting in the carry-beck, at eny time before the expiration of the period 
within which (under section 275 or subsection (9) or (b) of this section) 
2. deficiency (with respect to tax imposed either by chapter 1 or by sub- 
chepter B or E of chapter 2) for such taxable year (whichever is the longer 
period) me.y be assessed; or 

2) in cease & return wes not required under subchapter E of chapter 2 
for the taxable year of the net operating loss or unused excess profits credit 
resulting in the carry-back, at any time before the expiration of the period 
within which (under section 275 or subsection (a) or (b) of this section) 
a deficiency (with respect to tex imposed either by chapter 1 or by sub- 
chapter A or B of chapter 2) for such taxable year (whichever is the ionget 
period) may be assessed. 

(f) InvotunrarRyY Conversion.—In the case of a deficiency described in sec- 
tion 112 (f) (3) (C) or (D), such deficiency may be assessed at any time prior to the 
expiration of the time there*n provided. 
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